Of course, preceding a recession and actually causing a recession are two very different things. Stock market liquidity did not dry up without cause. It did so only after U.S. housing prices began to fall and the mortgages associated with residential loans started to become suspect. As this problem became well known, market participants began to rebalance their portfolios in a "flight to quality" toward less-risky assets (such as bonds) and away from riskier assets (such as stocks). The decline in liquidity itself did not cause the recession; it was simply a signal of something fundamental happening in the economy.
That said, it is often very difficult to determine whether fundamental shifts are taking place in an economy. In contrast, measures of stock market liquidity are readily available on a daily basis. So, while financial market liquidity may not cause recessions, keeping track of liquidity as an indicator of the state of the business cycle certainly seems like a good idea. 2 1948 1958 1968 1978 1988 1998 2008 NBER Recessions Liquidity
